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Theory and Practice

Implementation Issues
In Accounting for
Software Costs
By Michael T. Dugan
Editor: Karen L. Hooks, The Canadian Institute of Chartered
Accountants, Toronto, Ontario, Canada M5S 2Y2

It seems that
difficulties may arise in
the situation where a
firm incurs costs
subsequent to the
establishment of the
technological feasibility
of a given software
product, and those costs
cannot be specifically
identified with that
product or other
software products in the
firm’s mix.
In August 1985, the Financial Ac
counting Standards Board (FASB)
issued Statement No. 86, “Account
ing for the Costs of Computer Soft
ware to Be Sold, Leased, or Other
wise Marketed.” The Statement re
quires that all coststhatare incurred
to establish the technological feasi
bility of a software product be ex
pensed as incurred. The logic under
lying this standard is that such costs
are R&D expenditures, which need
to be expensed as incurred per re
quirements of FASB Statement No.
2. In addition, once the “technologi
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cal feasibility” of the product as
defined by the Board has been estab
lished, any software production costs
that are incurred should be capital
ized and amortized to income on a
product-by-product basis.
The purpose of this article is to
discuss what this author perceives
to be some of the implementation
problems that might arise in the
application of the requirements of
Statement No. 86 in actual settings.
Included will be a discussion of sev
eral potential implementation prob
lems that are of interest from both
conceptual and practical perspec
tives.

Amortization of Capitalized
Software Costs
Paragraph 8 of the Statement re
quires that those software costs that
are properly capitalized be amor
tized on a product-by-product basis.
It seems that difficulties may arise in
the situation where a firm incurs
costs subsequent to the establish
ment of the technological feasibility
of a given software product, and
those costs cannot be specifically
identified with that product or other
software products in the firm’s mix.
In essence, these costs are joint
costs. For example, suppose a firm
wished to develop accounting soft
ware packages. Further, suppose
that the first product it developed for
which technological feasibility has
been established is a general ledger

package. How would any subsequent
costs incurred to facilitate thedevel
opment of interface between the
general ledger package and other
related packages (an accounts re
ceivable subsidiary ledger system
and a payroll system, for example)
be allocated? It would seem that
such a joint cost would need to be
allocated arbitrarily between the
general ledger package and the other
related packages since Statement
86 requires that amortization be per
formed on a product-by-product
basis.
One way around this problem
might be to define the cost objective
(product) more broadly. The joint
cost allocation issue arises in the
example because the cost objective
is narrowly defined as each individ
ual application package. However, if
the cost objective were to be more
broadly defined as the set of indi
vidual packages (i.e., the general
ledger system, the accounts receiv
able subsidiary ledger system, the
payroll system, etc., all combined),
then the joint cost problem would
not arise since all costs would be
allocated to a single cost objective.
Despite these benefits, defining
the cost objective more broadly
introduces some additional imple
mentation questions. For example,
suppose establishment of the tech
nological feasibility of individual
packages contained within a broadly
defined cost objective occurs at dif
ferent points in time. AICPA Issues
Paper states that:
. . . for many products, techno
logical feasibility can beestab
lished earlier in the process, for
example, when the product
does not differ significantly
from existing products. For
other products, the establish
ment of technological feasibil
ity may require completion of
some construction activities to
resolve uncertainties inherent
in the product [p. 19].
To what extent would these timing
differences in the establishment of
technological feasibility affect the
allocation and subsequent amorti
zation of such costs? These issues
will need to be considered in some
detail both by companies that need
to apply the Statement and by audi
tors who need to assess the extent of
their clients’ compliance with the

provisions of the Statement.

Computation of Periodic
Amortization
Paragraph 8 of the Statement re
quires that “the annual amortization
[of capitalized software costs] shall
be the greater of the amount com
puted using (a) the ratio that current
gross revenues for a product bear to
the total of current and anticipated
future gross revenues for that prod
uct or (b) the straight-line method
over the remaining estimated eco
nomic life of the product including
the period being reported on.” This
author is intrigued by the Board’s
adopting a variant of a “revenue
contributions” approach (or “reve
nue ratio” approach) as the basis for
amortization of these capitalized
software costs. The FASB has pre
viously applied this “revenue con
tributions” approach to amortization
of motion picture film costs in its
Statement No. 53, “Financial Report
ing by Producersand Distributors of
Motion Picture Films.” It might be
argued that the development and
construction of software is not an
activity comparable to the develop
ment and production of motion pic
ture films. Whether the lack of com
monality between the two types of
activities should necessarily dictate
different methods of amortization is
an issue open to debate. However,
given its required use within the
provisions of Statement 86, it is im
portant to note that this “revenue
contributions” approach to amorti
zation does pose additional imple
mentation questions.
For example, just how reliable can
or will be the estimates of antici
pated future gross revenues over the
remaining estimated economic life
of the product? It would appear to
be a difficult task to estimate the
remaining economic life of a soft
ware product and an even more dif
ficult undertaking to determine an
ticipated future revenues fora prod
uct. There are many factors that
affect the marketability of a software
product, some of which not only are
beyond the control of the firm, but
also are unable to be anticipated
because of the rapidity of changes
in technology and other factors in
the industry. For example, the CP/M
operating system’s marketability was
significantly adversely affected by
IBM’s decision to integrate Micro

soft’s DOS operating system into its
personal computer systems. In addi
tion, there may be instances where a
firm will develop and market a suc
cessful software product and sub
sequently develop an upgraded, yet
comparable, product whose sales
cannibalize those of the original
product. It would seem to bedifficult
to anticipate the occurrence and/or
the extent of such cannibalization.
All of these factors would affect the
uncertainty surrounding the estima
tion of anticipated gross revenues
and remaining economic lives of
software products.
Another set of issues of relevance
in the implementation of the State
ment is whether construction of the
software product is a development
activity and how this determination
affects the establishment of its tech
nological feasibility. According to
Statement No. 86, if the process of
creating the product in question in
cludes a detail program design, then
its technological feasibility is gen
erally deemed to be established
when thisdetail program design has
been completed. In such a circum
stance, construction of the working
model is not a development activity,
and the related costs would be capi
talized.
If the process of creating the soft
ware product in question does not
include a detail program design,
then, per Statement No. 86, its tech
nological feasibility is not deemed
to be established until the working
model of the software product has
been completed. In such a situation,
construction of the working model
would be construed as a develop
ment activity, and the related costs
would be expensed as incurred per
the requirement of FASB Statement
No. 2.
In assessing the reasonableness
of the FASB’sconclusions, one must
examine the definition of develop
ment activities offered in FASB State
ment No. 2:
Development is the translation
of research findings or other
knowledge intoa plan ordesign
fora new product or process or
for a significant improvement
to an existing product or pro
cess whether intended for sale
or use. It includes the concep
tual formulation, design, and
testing of product alternatives,

construction of prototypes, and
operation of pilot plants [8].
(Emphasis added by author.)
There are those who would argue
that this definition unequivocally
supports the contention that con
struction of a working model (proto
type) is a development activity. There
are others who would argue that a
preliminary working version of a
software package is not a prototype
in the traditional sense of the word.

Conclusion
The purpose of this article is to
address some of the implementation
issues that may arise in the applica
tion of FASB Statement No. 86. It is
hoped that the discussion of these
issues will stimulate additional
thought about the proper implemen
tation of the provisions of the
Statement. Ω
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